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Since China adopts open-door policy from 1978, its accounting systems have 
been changing tremendously. The old systems were modeled on the former Soviet 
Union's. They were fund-based and geared to meet the planning and control 
requirements of a centrally-planned economy. Economic reforms since 1978 change 
the landscape on which accounting systems function. The social-economic orientation 
in China has shifted towards a "Socialist Market Economy". Market force is now 
playing an increasingly important role in the economy. The old accounting practices 
can no longer meet the needs of the state and private enterprises. New systems 
gradually emerge. The evolution is driven by both economic reforms and the 
accounting internationalization process. This paper starts with a description ofthe 
accounting systems in China before the open-door policy. Then it examines the 
changes and developments since the open-door policy. Finally the underlying reasons 
for the change are investigated and explained. 
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In early 1995 the United Nations published a survey of the gross national 
product (GNP) of its member nations calculated on purchasing power parity instead of 
prevailing market exchange rates. The United States comes at the top of the league 
table, as one would expect. To everyone's surprise, the runner-up was the People's 
Republic of China, itself not a member of the Organization of Economic Cooperation 
and Development (OECD) nor the Group of Seven - the club of the world's most 
wealthy countries. The PRC ranked above Canada, Germany and even Japan. The 
immediate Chinese reaction was, rather than accepting the applause from the world, to 
denounce the result claiming that she is still a developing country and not as well off 
as seemed. Considering the favourable treatments offered to a developing country by 
the international public in terms of trade relationships, economic and technical 
assistance, and simply grants and loans from the United Nations, China's rejection of 
the high ranking is understandable. On the other hand, the UN's survey adds further 
evidence of China's emergence as a super economic power. 
The Chinese economy has been growing at an average real growth rate of 9.7 
percent for the past 17 years. As China's economy grows, both the government and 
enterprises need to be better at keeping track of the financial well-being of the 
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economy and corporations. Management information is needed about operating results 
and the financial condition of organizations to facilitate business performance 
measurement, and to plan government, fiscal policy. Financial planning and control 
information is now even more important, highlighting the pressing need of a 
functioning and effective accounting system, which is the theme ofthis paper. 
This paper studies the development of accounting in China from the pre open-
door era to the present time. It also exames the underlying reasons for the observed 
pattern ofchanges. A framework is constructed as a basis for in-depth analysis. 
Methodology and Information Gathering 
Literature review is employed to collate the points and facts of accounting 
development from the pre open-door era up to the 1980s，. Liformation about the 
development in the 1990s' are quite limited. Professional accountancy journals 
published by accountancy bodies in the United States, United Kingdom and Australia 
are reviewed and utilized as far as possible. Liformation about the contemporary 
developments is harder to find. There are limited published materials describing the 
current status of PRC accounting. Much information on recent development was 
found in the newspaper. Another useful source was the Hong Kong Society of 




ACCOUNTES[G EN THE PRC - PRE OPEN-DOOR POLICY 
The Chinese word for accountancy can be traced back to the Hsia dynasty, 
about 2205 B.C. Throughout Chinese history, the emphasis in accounting has been on 
stewardship, reflecting the Chinese society's concem with delegation and discharge of 
responsibility. Since the Communists take over the Mainland in 1949, accounting 
systems have totally relied on the Soviet system. During the 1950s, when the Chinese 
economic system was being developed, close ties with former Soviet Union led to a 
large degree of Soviet influence on the Chinese economic model and on Chinese 
accounting and reporting practices as well. Under the planned economy at that time, 
China used a funds-based accounting system. 
Funds-based System 
In order to put the pre open-door accounting system in context, and to 
facilitate the analysis of changes in PRC accounting as a result of deviating from a 
planned economy, a closer examination of a planned economy is warranted. Since 
1949，China adopted a highly centralized planning economy: the state controlled the 
ownership, the right to use, and the distribution of all production means. Rigid 
economic planning and control were carried out by the central government. State-
owned enterprises were designed only as the basic production units; their operations, 
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sales and product pricing were all stipulated by the state's planning authorities. 
Financing, spending, product costing, and profits allocation were subject to the strict 
administration and control of the state's public finance departments. The central 
authority allocated funds and other resources to the individual enterprises, which in 
turn reported back to the authorities on the use of those funds. Usually funds were 
allocated for a specific application, such as the purchase of fixed assets or the payment 
of suppliers, and they might not be used for other purposes. 
Under such a centralized economic and administrative system, the basic 
objective of accounting was to serve the needs of the state for economic planning and 
control. Enterprise accounting was designed to: (1) provide data for the preparation of 
state economic plans and facilitate the implementation and statistical analysis of the 
plans; and (2) check and record all receipts and disbursements in individual 
enterprises in order to ensure their compliance with the state's public finance policies 
or regulations. In other words, performing a duty of "stewardship" for the state was 
the major obligation of Chinese accountants. Bookkeeping was the main task. A 
nationwide accounting regulations promulgated by the central authority, the Uniform 
Accounting System (UAS), prescribed rigidly all the accounting procedures and the 
format of financial statements. Li additions, restrained by ideological influences, 
accounting was labeled with a distinct attribute of "class". Regarded as exploiting the 
humble workers, "class" was repressed by the Communist Party. As a result, Western 
accounting theories and practices were rejected entirely. 
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Under these circumstances, Chinese accounting systems were developed based 
on the concept of ‘funds，. This funds-based system resembled that used in the former 
Soviet Union. The system had a control focus with emphasis being placed on how 
state funds were used and if the production quotas were being met. ‘Fund application' 
and 'fund sources' were the two basic accounting elements; the former refers to 
employment and utilization of funds in acquiring property, goods and materials for 
production while the latter represents the channel for obtaining and generating funds. 
Under the funds-based system, state enterprises, whose only mission was to meet 
production quota assigned by the central authority, adopted a Soviet accounting 
method proposed by Marx over a century ago known as the Material Production 
System (MPS). MPS rejected the concept of capitalist ‘profit，and adopted a concept 
of ‘surplus，, lf a production process produced ‘extra，to what the process consumed, 
it was called surplus. MPS relied solely on physical quantities - price did not enter 
into the picture at all (even if it did, the price of a commodity did not reflect its market 
value since price of all commodities were determined and fixed by the government). 
Management Accounting 
Prior to the economic reform in 1978，management accounting was a fairly 
new concept, although cost accounting practices have been widely used in Chinese 
enterprises. The Chinese cost accounting system is patterned on the Soviet system 
with a strong emphasis on standardized and unified reporting. Although principles 
such as responsibility accounting, standard costing, and budgeting have been applied 
widely, they have tended to have a distinct socialist macro-orientation which values 
production over profit. The orientation favours economic decisions made centrally by 
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the government which dictates the state enterprises to produce the types and quantity 
ofgoods specified in the central plans. Accounting information was not geared toward 
managerial planning and control at the enterprise level. 
For instance, the traditional Chinese responsibility accounting system has been 
guided by quantitative production targets rather than profits as its ultimate objective. 
It emphasized non-material (moral) rather than material (monetary) incentives. No 
distinction was made between variable and fixed costs; therefore, the cost system did 
not provide information conducive to performance evaluation at the departmental or 
functional level. Although Chinese budgeting techniques were quite well developed, 
master budgets for Chinese enterprises began with the production budget rather than 
the sales budget, reflecting the socialist macro-orientation. Because pricing decisions 
were controlled by the state, the linkage of cost analysis and pricing decisions was 
weak. Little attention was paid to investment analysis, and techniques such as retum 
on investment (ROI), discounted cash flow, and concepts of costs of capital were 
largely unknown. 
Development ofRegulatory Framework 
In 1949 the Ministry of Finance had intended to unify the variety of 
accounting systems and practices inherited from the old society. However, because the 
new state had only just recovered from the war and intended to restructure the Chinese 
economy, it was impossible for the Ministry to lay down a complete set of accounting 
law as quickly as intended. As a first step，the Ministry of Finance decided to 
formulate new accounting regulations. In 1950 two accounting regulations were 
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promulgated: The General Budgetary Accounting System for Administrative 
Departments of Central Government, and The Unit Budgetary Accounting Systemfor 
Local Government. In 1953, the Ministry convened a national conference to survey 
the feasibility of establishing uniform accounting systems and regulations. As a result, 
a number of new regulations were promulgated, including the Chart ofAccounts and 
the Form of Accounting Statements Used by State and Private Enterprises, the 
Uniform Approach to Cost Calculation in State Enterprises and the Simplified 
Accounting System used in Local Enterprises. 
However, the next few years saw the coming of the "Great Leap Forward" era. 
This period was a catastrophe for accounting. Driven by political struggle, a concept 
known as "accounting without books" were forced to be followed，and many 
accounting records were eliminated. Accounting practices were somewhat 
reestablished in the early sixties. From 1961 to 1965 three very important accounting 
regulations were formulated: the Accounting Procedures ofState Enterprises, Several 
Regulations Concerning the Chief Accountant in Industrial and Transport State 
Enterprises, and the Regulations Concerning Accountants ‘ Duties and Rights. 
Nonetheless, then came the ten-year "Cultural Revolution" that began in 1966. Many 
accounting techniques were condemned. The process of formulating accounting laws 
was disrupted and no more regulations were published during the period except the 
Procedure ofAccounting Work in State Enterprises. 
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CHAPTER m 
ACCOUNXmG E^ THE PRC _ POST OPEN-DOOR POLICY 
When the destructive "Cultural Revolution" ended and Deng Xiupeng threw 
the Gang of Four from power, China began to adopt an open-door policy in 1978. 
Foreign investors were encouraged to contribute their capital, technology and 
management skills into the Mainland. Economic reform started and brought sweeping 
changes to the society and economy. These tides of changes had tremendous 
ramification for the development of accounting during that period. 
In the post open-door policy era accounting standards continue to be 
prescribed by the central government. The Department of Administration of 
Accounting within the Ministry of Finance has full responsibility for administering 
accounting matters. The Chinese professional accounting body, The Chinese Institute 
of Certified Public Accountants (formerly called the Accounting Society of China), 
has a consultative role and can only make recommendation when new accounting 
standards are being set up. 
Since 1978, accounting in China has undergone fundamental changes. To put 
things in a structured perspective, the development process can be segmented into five 
phases. These are presented in the forthcoming sections in detail. 
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Pbase One H 978-1985；^ - First Accounting Law 
The Accounting Law of the People's Republic of China was adopted in 
January 1985 at the Ninth Session of the Standard Committee of the Sixth National 
People's Congress. This was the first accounting law since the liberation in 1949. The 
contents of the Accounting Law can be summarized as follows: 
(1) It identifies the functions and sphere of responsibility of accounting officers 
and staff in state enterprise units. 
(2) The legal liability of accounting officers and staff are also identified. In order 
to tighten accounting management and supervision, and to facilitate the 
implementation of the uniform accounting system and other relevant regulations, the 
Accounting Law has strictly stipulated the liabilities and duties placed on accounting 
officers and staff. 
(3) Specification ofthe legal liability and obligation of administrative executives. 
This is one of the main concerns of the law. Administrative executives of enterprises 
. . • • -
units not only have the responsibility to assist accounting officers to implement and 
comply with the law but they also have a legal obligation to obey it themselves. 
(4) The legal rights of accounting officers and staff in carrying out their work are 
protected by the law. 
(5) The scope of the law. The law requires that all state enterprises, state non-
business units, government agencies, social organization, and the armed forces should 
observe the law when dealing with accounting matters. 
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It can be noted that the Accounting Law was not a set of accounting standards 
but rather a set of laws governing the behaviour of accounting practitioners and their 
rights and obligations. 
Phase Two (1985-1992) - Accounting for Foreign-Tnvested Enterprises (FJEs) 
One of the key features of China's economic reform is to allow foreign 
investors to form joint ventures with Chinese enterprises or to establish wholly-owned 
subsidiaries in China. Two major forms of joint venture are operating in China, 
namely equity joint venture and cooperative joint venture. An equity joint venture is 
established as a separate legal entity with limited liability, in which partners share 
profits and losses in proportion to their equity ratio. A cooperative joint venture may 
be registered as an independent legal entity or as a non-legal entity, where profits and 
losses are shared in any proportion agreed by partners. 
As foreign-invested enterprises are notably distinct from state enterprises in 
terms of organizational and capital structure, new financial reporting requirements 
needed to defined. Based on the "Law of the People's Republic of China on Joint 
Ventures Using Chinese and Foreign Livestment" adopted by the National People's 
Congress in 1979，the Ministry of Finance promulgated in 1985 the Accounting 
Regulation for Joint Venture Using Chinese and Foreign Investment (the 1985 
Regulation). The essential purpose of this regulation was to incorporate 
internationally accepted accounting standards and practices into accounting 
regulations for joint venture and other business patterns associated with foreign 
capital. 
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Considering the need for foreign investors to consolidate China operations 
with their parent financial statements，the 1985 Regulation was established to a large 
extent by reference to international accounting practices. The 1985 Regulation，being 
the first attempt at harmonization with international practices, departed from the fund-
orientated accounting approach of the Uniform Accounting System (UAS) described in 
Chapter 1. It adopted the financial statements widely used in westem countries. It 
established the accounting elements (assets, liabilities, capital, revenue and expenses), 
and adopted the western accounting equation (i.e. assets = liabilities + equity) for 
preparing financial statements. It also explicitly required the principles of historical 
cost, matching, consistency and revenue recognition. The principles of recognition 
and measurement for intangible assets were also established. In respect of the income 
measurement, the 1985 Regulation required interest and administrative expenses to be 
excluded from product cost and treated as periodic expenses. 
• . . • . • • . 
The 1985 Regulation required equity joint ventures to prepare the following 
primary financial statements for submission to finance bureaus, tax authorities and 
government administering departments: a balance sheet, an income statement and a 
statement of changes in financial position. The Ministry of Finance issued, in 
conjunction with the 1985 Regulation, an uniforai chart of accounts and financial -- -. 
statements format similar to those adopted in western countries. Assets are classified 
into six major categories, namely current assets, long-term investments, fixed assets, 
construction in progress, intangible assets and other assets. Liabilities are classified 
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into current liabilities, long-term liabilities and other liabilities. Capital or equity 
includes paid-up capital and reserves. 
The 1985 Regulation applies mainly to equityjoint ventures, which at the time 
of promulgation were the only form of foreign investment explicitly provided for in 
law. Other types of foreign investment, the cooperative joint ventures and wholly 
foreign-owned enterprises, were required to report their operations by reference to this 
regulation. 
The 1985 Regulation marked a significant breakthrough in China's accounting 
practices regarding the foreign investment sector of the economy. Technically it has 
adopted accounting practices prevailing in the western world (in particular, the 
International Accounting Standards). A major exception is the exclusion of the 
"Conservatism" convention (the prudence principle). With an emphasis on the state's 
economic planning and the historical cost accounting principle, no provision are 
allowed for bad debts or inventory write-downs. These losses can only be recognized 
as an operating expense or non-operating loss when they actually occur. 
Since its promulgation, a series of laws relating to foreign investments have 
been enacted. The foreign exchange system has also evolved. Lti response to these 
developments, the Ministry of Finance has revised the 1985 Regulation regularly by 
issuing supplements. Li 1992, the Accounting Regulation for Enterprises with Foreign 
Investment (the 1992 Regulation) was promulgated to replace the 1985 Regulation 
and is applicable to all types ofFDEs, not onlyjointventures. 
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The 1992 Regulation moved a step further towards harmonization with 
international accounting practices in the area of foreign currency transaction and 
translation. It is also the first time that provisions for possible losses arising from 
doubtful debts and obsolete stock have been allowed. Another significant change in 
, that accounting for financial reporting purposes is now allowed to deviate from that 
for taxation purposes. A basic feature of accounting practice in China is that it is tax-
driven. One of the main functions of an accounting system is to facilitate the 
assessment of taxable profit by the tax authorities. Unlike their western counterpart, 
the Chinese income statement need little adjustments in order to arrive at the taxable 
profit. The 1992 Regulation makes a fundamental, and conceptually correct, change to 
differentiate between financial accounting and tax accounting. 
Pbase Three (1992) - Accounting for Share Enterprises 
Accounting Regulation fnrExperimental Share Enterprises 
The share capital system was first experimented with in 1984 as an initiative 
of enterprise reform to separate the ownership and management of enterprises. A 
share capital enterprise is established as a separate legal entity with full autonomy of 
operations. In early 1992 the Ministry of Finance issued three mles relating to share 
enterprises accounting. The first and the most important one was the Accounting 
Regulation for Experimental Share Enterprises which is applicable to state-owned 
enterprises converted to stock companies. This regulation is meant to provide a 
regulated structure for the accounting methods used in the new corporate entities. 
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As share enterprises do not operate on a fund allocation basis, the fund-
oriented accounting used to by the state enterprises are not adopted. Instead, the 
Regulation requires the western type of financial statements, a balance sheet，an 
income statement and a statement of changes in financial position. The classification 
of assets, liabilities and equity is similar to that for Fffis (in fact, this regulation was 
r modeled on the Accounting Regulation for Enterprises with Foreign Investment 
described in the previous section). The regulation gives a detailed set of instructions 
for the proper accounting treatment to be afforded to numerous financial statement 
items, instructions for profit distribution, financial statement formats, auditing 
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requirements and other matters. 
In general, the document outlines an accounting format much like 
conventional Westem practice with a number of inclusions peculiar to the Chinese 
system. The most notable differences are seen in the equity section of the balance 
sheet and in the profit distribution requirements. The differences in the equity section 
are due to terminology differences and the presence of significant state ownership. 
The profit distribution requirements are complex due to the appropriation of net profit 
for staffweLfare and public benefit purposes. Despite these differences, the Regulation 
represents a landmark in the development of accounting in China since it was the first 
accounting regulation to apply international accounting principles to domestic 
enterprises (the 1985 Regulation and the 1992 Regulaton that replaced it are for Fffis). 
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The second and third of the early 1992 regulations are in the form of 
"Regulative Opinions". They targeted two different types of corporate entities allowed 
to operate in the country. 
Regulative Opinions on Limited Stock Companies 
This second release describes the requirements to be followed by this type of 
entity. A limited stock company is a corporation which is allowed to issue stock to the 
public and may be listed on either of the two stock exchanges located in Shanghai and 
Shenzhen. These corporations can issue common and preferred stocks and there is no 
stated maximum number of shares that can be issued. The four types of shares 
allowed are classified by ownership: state owned shares, legal-entity owned shares, 
shares owned by individual Chinese citizens and shares owned by foreign investors. 
The first three categories are designated "type A shares" and the last category, "type B 
shares." Only Chinese citizens and institutions may own type A shares and, as noted 
earlier, only foreign investors may own type B shares. Both types of shares may be 
listed on the two stock exchanges. 
Regulative Opinion on Responsibilitv-Limited Companies 
This is the third release in the early 1992 issuance. A responsibility-limited 
company has a restricted capital structure and cannot be traded publicly. It must have 
more than two and less than 30 shareholders which may be increased to 50 subject to 
government approval. These corporations afford limited liability and other corporate 
benefits to entities which are essentially privately and/or government owned. 
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Phase Four (1993�- Accoiinting Standards and New Tndustrv-Based Accomiting 
Regulations 
In 1 July 1993，the first accounting standard in China, entitled the Accounting 
Standardfor Enterprises (the Standard)，came into force. The Standard is the most 
general in content and applies to all Chinese enterprises. The purpose is to standardize 
the financial behaviour of Chinese enterprises and bring China's accounting system in 
line with international practice. Financial information developed in accordance with 
the standard should confirm to the expectations of foreign investors，although 
deviation from International Accounting Standards can be still found. The Standard, 
applicable to all enterprises established in China including Chinese investment 
enterprises operating outside China, supersedes in principle all other accounting 
regulations for state enterprises issued earlier. With the promulgation of the new 
accounting standard, the fund-oriented accounting regulations which had been 
practiced for decades finally came to an end. 
The Standard broadens the traditional function of accounting in the provision 
of information for the government's decision-making on macroeconomics 
management by addressing the needs of external users in assessing an enterprise's 
financial position and operating results. It covers the following four main areas: 
(1) It established four accounting assumptions: accounting entity, going concern, 
periodicity and money measurement. 
(2) It identifies 12 basic principles: objectivity, relevance, comparability, 
consistency, timeliness, understandability，accrual basis, matching principle, 
materiality, historical cost, distinction of capital and revenue expenditure, and 
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conservatism. The establishment of the concept of conservatism is a fundamental 
change since the concept is totally absent from the 1985 Accounting Law of the 
People 's Republic of China. 
(3) It defines six accounting elements: asset, liability，owner's equity, revenue, 
expense and profit. 
(4) It requires three main accounting statements: balance sheet, income statement, 
statement of changes in financial position or cash flow statement. 
Since it may take several years to develop a full set of operational accounting 
standards, the Ministry of Finance issued new industry-based accounting regulations 
for 13 industries as a transitional arrangement to provide technical guidelines. These 
new regulations integrate industrial characteristics with the requirements of the 
Standard, and were effective from 1 July 1993. The 13 industries are manufacturing, 
merchandising, transportation, transportation (railway), transportation (airline), 
agriculture, postage and communication，real estate development, construction, 
banking and finance, insurance，tourism and catering and foreign economic 
cooperation. Even in the Western economy it is not uncommon to have separate 
accounting practices prescribed for specific industries. However, unlike its westem 
counterpart which are only guidelines of best practices, the Chinese industry 
accounting practices are regulations that are meant to be followed strictly. 
The new accounting regulations are similar to the old in that both provide 
detailed rules for recording transactions, a chart of accounts and the formats of 
financial statements. They are, however, distinctly different as the new regulations are 
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governed by accounting standards and adopt westem accounting methods and 
financial statements. The two accounting regulations promulgated in earlier phases, 
i.e. the Accounting Regulation for Enterprises with Foreign Investment and the 
Accounting Regulation for Experimental Share Enterprises, were also revised to 
ensure conformity to the Standard. At this point, fund-based accounting practices 
ceased to exit in China. 
Phase Five ( \996�- A Fn11 Set of Accminting Standards 
In an attempt to develop a full set of accounting standards that are even closer 
to Mernational Accounting Standards (LVS), in February 1993 the Ministry of 
Finance commenced a three-year project on the development of some 30 accounting 
standards appropriate to China's developing socialist market economy. The World 
Bank and the Asian Development Bank have approved loans to China to fund this 
project. Under a US$2.6 million contract，Deloitte Touche Tohmatsu, one of the ‘Big 
Six，international accounting firms, was engaged by the Ministry of Finance to act as 
the project consultant. As at March 1996 the Ministry of Finance has released 
exposure drafts of all the proposed new accounting standards for professional and 
academic comments. During the development of the exposure drafts, several 
international symposia on the proposed accounting standards were held in Beijing and 
. . - - - - • 
Shanghai with participants from the world's major accountancy bodies (including the 
Hong Kong Society of Accountants), renowned academics in accountancy, as well as 
domestic regulatory body and academics. 
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It is expected that the new standards will be applied to selected state 
enterprises and share enterprises from 1 January 1997 as a pilot test. Whether the new 
standards will be applied to foreign investment enterprises (Fffis) and responsibility-
limited companies is unclear. If applicable to Fffis，their financial statements may be 
used directly by foreign investors without making much adjustment for compliance 
with lAS. Although share enterprises listed as both A and B shares will still have to 
prepare two sets of accounts (with the B-shares accounts prepared on IAS), the 
differences will be narrowed by the proposed new set of standards. 
The exposure drafts have already reconciled, to a large extent, the differences 
between the Chinese standards and the international standards such that the proposed 
new standards will be largely in line with IAS. When a disparity in accounting 
treatment is justified considering the unique social-economic condition of China, a 
conservative approach is normally adopted. Typical examples are the proposed 
accounting treatment for R&D costs, intangible assets and bad debts provisions. 
While the new standards are closer to international rules, there are adjustment in 
terminology such as "fair value，，because price of many commodities still are fixed by 
government so the concept of ‘fair value，，does not apply. The new standards will also 
include certain standards not specifically included in IAS, such as accounting for 
liquidation and special appropriation of reserve in owner's equity. 
When the proposed new standards was adopted, Chinese financial statements 
will comply, in material respects, with international practices. That will make it easier 
for foreign investors to prepare group accounts involving mainland subsidiaries or 
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joint ventures. The proposed new standards will also speed up the process of overseas 
listings by Chinese enterprises because when the gap between the Chinese accounting 
standards and LVS narrows, the amount of work required for restating Chinese 
financial statements will be substantially reduced. Moreover，their annual reports may 
be more easily understood by foreign investors which will become more receptive to 
the overseas floatation of Chinese enterprises. 
The proposed new standards will add to or modify the Accounting Standard 
forEnterprises that took effect from 1 July 1993. Contrary to the previous emphasis 
on conformity with tax rules, the new standards allows a greater leeway of different 
treatment as long as financial statements are prepared to present "fairly" the operating 
results and fmancial position of a reporting entity. 
Subject matters covered in the proposed standards include: specific 
transactions types such a those involving foreign exchange, research and 
development, long-term contracts and accounting for employee benefits, standards on 
accounting treatment such as recording revenue, expenditure, investments, inventory, 
fixed assets, intangible assets and owners' equity; and standard on financial 
statements presentation. 
As with the introduction of any new standards, difficulties - both practical and 
structural - lie ahead in the implementation of the new standards. First of all, the new 
standards propose to replace the "statement of changes in financial position", which is 
required by the Chinese company law for share enterprises, with the “cash flow 
• 
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statement". Moreover，under the company law a profit distribution statement should 
be prepared separately. But the new standards propose to integrate the profit 
distribution statement with the income statement. It follows that the company law will 
need to be amended. That will involve complicated legislative procedures. 
Another difficulty is that at present, there are different accounting law and 
regulations targeting at different form ofbusiness enterprises: state-owned enterprises, 
share enterprises, and FBEs all have their specific rule books. To make things more 
complicated, tailor-made accounting systems are in place for specific business sectors 
such as industrial, transportation and banking. With the initial intention to replace all 
the existing rule books with the proposed new standards，a lot of work remain to be 
done. For example, the accounting practices of share enterprises and state-owned 
enterprises are quite different, and it will need much patience to unify the different 
approach and orientation in the accounting practices of these two types of enterprises. 
A further difficulty in implementing the proposed new standards is the serious 
lack of accounting expertise presently existing in China. The situation is made worse 
since China is releasing the 30 new standards in one hit. Existing accounting staff are 
all used to the old system and it will be difficult for them to deal with new concepts 
such as tax deferral, lease accounting and booking oflong-term construction contracts. 
Given this, a transitional period is appropriate. For some complicated accounting 
standards, enterprises should be given a longer period to get familiar with the new 
concepts before mandatory implementation. It is also important to introduce large 
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scale quality training programmes for accounting staff. Text books taught in schools 
and colleges also needed to be modified in accordance with the new standards. 
Management Accounting 
With economic reforms taking place, Westem management accounting 
techniques are increasingly being applied in Chinese enterprises. Instead ofwholesale 
copying Western management accounting techniques, China is adapting many of its 
existing practices to meet the emerging management information needs. 
Of all the Westem management accounting techniques, the contribution 
margin (CM) and the cost-volume-profit (CVP) analyses have been the most popular 
techniques with Chinese enterprises. The attractiveness of the CM and CVP 
approaches lie in their ability to link profit with operational quantitative planning. 
Both techniques have provided Chinese managers with simple but powerful tools to 
analyze the effect that different operation decisions will have on revenue and costs. 
The use of CVP analysis and the CM approach as planning and control tools is 




UNDERLYmG REASONS FOR THE CHANGES 
The changes in the accounting system of China between the pre and post open-
door era were responses to the broader changes in the social and economic 
environment. Economic reform and the process of accounting internationalization 
provide the basic impetus for change, while the change phenomenon themselves are in 
turn triggered by several factors. 
Framework of Change 
The driving forces causing the phenomenon that are observed in PRC 
accounting can be analyzed by the following model. The development process of 
accounting in China since the adoption of open-door policy in 1978 can be modeled as 
a coal-fire train. The engine ofthe train is "internationalization". The engine is driven 
by the energy released by the coal-fire，which is "economic reform". A train with just 
engine and buming coal-fire will not proceed. It needs wheels to move the train along. 
And the wheels of motion - the “agents”- are decentralization，emergence of new - -. • . - • 
ownership structure, foreign direct investment, development of the capital market and -- -- - -. --- -. … 
the initiative for a uniform set of accounting standards. 
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This framework, comprising the energy ofchange，change engine, and change 
agents, will be used to analyze the underlying reasons of changes，which are examined 
in depth below. 
Energy of Change - Economic Reform 
The economic reform that began in 1978 is the underlying driving force that 
has given rise to the drastic changes in the accounting environment in China. The 
Chinese economy changed from a planned economy to a "Socialist Market 
Economy" (the Chinese description of a planned economy with market adaptation). 
To adapt to a market-orientated economy and reduce the reliance on state fund 
appropriation, enterprises were delegated autonomy in operations and finance. Private 
enterprises and foreign-invested enterprises were also allowed to be set up. Share 
enterprises and organized stock exchanges began to emerge and shares of Chinese 
enterprises began to list in overseas stock exchanges. Various forms of business 
combinations with joint ownership have emerged, and enterprises expanded their 
operations across industries. As the capital structure of enterprises became more 
diversified, the financial reports produced from a system geared to public ownership 
failed to meet the needs of other report users. 
With increasingly complex business activities and less reliance on government 
fund allocations, the rigid, fund-orientated and industry/ownership-specific 
accounting practices became incompatible with the changing economic environment 
and in conflict with the objective of invigorating enterprises. It became necessary to 
measure the performance of state-owned enterprises in a more meaningful and 
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tangible way. The drawbacks ofthe fund-based accounting system became more and 
more apparent. For example, an enterprise might find itself with a shortage offunds to 
purchase stock, and yet be unable to use an excess of funds which were earmarked for 
another application. Many state-owned enterprises absorbed more resources than they 
generated, but under the fund-based accounting system, it was difficult to identify an 
individual enterprise's performance in terms ofprofit. 
As economic reform proceeded and the usage and user groups of accounting 
information broadened, the imbalance between the advance of economic reform and 
the lag of accounting development had become increasingly obvious. The infusion of 
foreign investments and increased international conomic activities also served as an 
impetus for moving towards conformity with international accounting practices. It 
was against this background that the changes in accounting in the PRC were 
embarked upon. 
rhangeEngine - Accounting Internationalization 
Ifone would like to conclude in one word the changes that have taken place in 
accounting in China since the adoption of open-door policy, one could say that it has 
been a process of internationalization. 
With expansion of international trade and capital flow, business activities in 
various countries have increasingly infiltrated each other. This development has 
brought about an internationalization of accounting at the global level because 
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accounting, as a business language, is an important instrument in facilitating capital 
flow and economic exchanges across borders. 
Generally speaking, internationalization of accounting could refer to the 
development of: (1) an unique accounting system in the world: (2) a descriptive and 
informative approach covering all accounting practices in various countries; or (3) an 
operational accounting system for multinational corporations (Weirich, Clarence, and 
Anderson, 1971). Clearly, the first dimension, although quite desirable, is difficult to 
achieve. Thus, the major developments in accounting internationalization today are 
aimed at promoting the understanding of all accounting methods and procedures 
applied in varied countries, and harmonizing the diverse accounting and financial 
reporting practices on a worldwide scale. Harmonization of accounting will help to 
produce more comparable and understandable accounting information that can help 
international investors and creditors to make correct and efficient economic decisions. 
Although accounting evolved in varied forms in individual countries owing to 
the unique economic, cultural and technological environmnet of individual countries, 
it is possible for accounting to grow beyond specific borderlines (Gray and Roberts, 
1991). The internationalization of accounting has gained a remarkable momentum in 
the world, although its progress has varied in different social and economic --• .- --- -
environments. Even in a socialist country like the PRC, internationalization of 
accounting has been progressing steadily. 
； 
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The changes in economic and business environments as a result of the 
economic reform have generated a need for accounting internationalization in China. 
With enlarged user groups of accounting information, diversified business patterns, 
and a decentralized decision-making process, accounting now must serve the 
information needs of management of enterprises, investors and creditors，in addition 
to the requirements of state economic planning and administration. Many new 
accounting issues rooted in market economy have surfaced. The original accounting 
framework of a simple "stewardship for the state" became less usefull. Accordingly, 
it became necessary to reconstruct Chinese accounting to meet challenges from the 
emerging market-oriented economy. In addition, the development of foreign-capital-
affiliated businesses and other economic exchanges with the world market have 
demanded the introduction and adoption of internationally accepted accounting 
practices in China. 
Thus, accounting internationalization in China became inevitable. It has 
brought about the changes presented in Chapter EI of this paper. The 
internationalization process reached its climax when the Ministry of Finance issued 
the 30 proposed new accounting standards in early 1996，representing a great leap of 
Chinese standards towards International Accounting Standards. 
ChangQ Agents 
Within the framework of economic reform as energy of change and 
internationalization as the change engine, there were several specific social-economic 
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developments in China that acted as agents to trigger the change phenomenon being 
observed. 
Decentralization of Decision-making 
China has encouraged the growth of the non-state sector while simultaneously 
giving more autonomy to state-owned enterprises (SOEs). The state has readjusted its 
economic relations and financial responsibilities with SOEs by granting them the 
status of an economic entity. For instance，certain SOEs are now allowed to keep a 
portion oftheir profits. With a relative separation of ownership and operations as well 
as a decreased influence from the central government, management of SOE now 
possess greater power to make operating and financing decisions. As a result of the 
increased autonomy and new decision-making functions, management now needs 
more financial and operational information for planning and control; information that 
is meaningful and fit the needs of management. The previous macro-oriented 
accounting system tailor-made to a central-planning economy simply failed to do its 
newjob. Accounting reform was right at the door waiting to be called in. 
Emergence nfNew Owtip.rship Structures 
Aiming at promoting a diversification of the economy and enhancing business 
productivity, many new enterprise structures and business patterns were encouraged 
and experienced. These included share enterprises, responsibility-limited companies, 
foreign-investment enterprises, private business (called individualized economy), 
business contracting and leasing. In addition, small cooperatives started mushrooming 
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in rural areas to fill niche markets. These cooperatives, called Township and Village 
Enterprises (TVEs) became important to the economy contributing more than 10 
percent ofthe GDP. Even many ofthe traditional SOEs were experiencing extensive 
privatization and were being converted to shareholding enterprises. 
The traditional accounting system became the odd-man-out facing these totally 
new forms of economic units unseen in the central-planning years. With its macro-
oriented focus, the old system was just inadequate in addressing the information needs 
of the growing profit-oriented non-state enterprise and their stakeholders. Moreover, 
the emergent new business structures brought in a new concept - the investors. And 
their legal rights and interests have to be protected and properly accounted for - a 
totally new task for the old system. Changes were there to come. 
Siirge in Foreign Direct Investment (FDH 
The open-door policy brings in foreigners to establish joint ventures (either 
equity or cooperative JV) and wholly owned subsidiaries in China. Recent years have 
also seen large multinational corporations forming strategic linkage with well-
established state-owned enterprises by taking up some equity interest. All these are 
forms of FDI (in contrast is portfolio investment where investors invest in a market 
through buying shares listed in its stock exchange). According to a report published 
by the Asia Pacific Economics Group, a think-tank based at the Research School of 
Pacific and Asian Studies at the Australian National University in Canberra, US$33.8 
billion of FDI were poured into China in 1994. This was about 60% of the total FDI 
invested in Asia that year. Many of the FDI are located in the "Special Economic 
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Zones，，and “Opening Coastal Cities". The foreign JV partners and international 
investors demanded western style financial information produced through market-
oriented, transparent accounting system. With the existing system not meeting the 
requirements, new standards and regulations have to be developed. 
Development of the Capital Market 
Financing for business enterprises traditionally came the banks. Bank loans are 
in effect state funds since all the banks in China are owned by the state (except one 
set up recently with corporate shareholders from the private sector). In addition, 
throughout the years of economic reform the private sector has accumulated 
significant wealth that is seeking higher returns than available from bank saving 
accounts. To provide alternative financing source and to channel private sector capital 
into efficient usage, the Chinese government has allowed enterprises to raise funds in 
the capital markets. This policy has been facilitated both by development the 
securities market in China by establishing the Shanghai and Shenzhen stock 
exchanges, as well as listing Chinese companies on international stock exchanges 
such as The Hong Kong, Australia and New York stock exchanges. 
The functioning of the capital markets requires information about the 
underlying structures and financial performance of prospective investments. This in 
turn requires better accounting and transparent record keeping by companies. Only 
then can investors get the information needed to make investment decision. At the 
same time，the Chinese government recognizes the importance of reinforcing 
investors' confidence in the integrity of its fledging stock markets. A sound regulatory 
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framework needs to be in place, and a principal component of which is the 
development of financial reporting standards to fairly present the financial position 
and performances of enterprises. The above requirements inevitably call for a change 
in the objectives of financial reporting in China. The traditional accounting 
regulations geared to public ownership are simply inadequate for investors entering 
the emerging Chinese stock markets, nor are they suitable for Chinese companies 
attempting to list on overseas stock exchanges. 
Tnitiative for aTInifonn Set of Accounting Standards 
Accounting academics in China have long been concerned with the lack of a 
set of complete and coherent accounting theories. Economic reform has presented a 
challenge to the formal and rigid accounting practices of the past. It has also given rise 
to new accounting issues, such as accounting for business combinations, share 
issuance, hire-purchase and leases, etc. There was a call for establishing a conceptual 
framework which would provide a theoretical justification for accounting practices 
and serve as guidance for resolving contemporary accounting issues. To achieve this, 
accounting academics advocated the development of accounting standards to replace 
rigid accounting regulations. 
Besides a conceptual appeal, the development of a uniform set of accounting 
standards has its practical urgency. Presently a number of regulations and standards 
exist which give rise to overlap of coverage and potential contradiction. For example, 
ajoint stock company formed between a foreign investor and a state-owned enterprise 
is covered by the Accounting Regulations for Experimental Share Enterprises, the 
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Accounting Regulation For Enterprises with Foreign Investment, and the Accounting 
Standard for Enterprises. And within the provisions of these rule books inevitably 





Impacted by the open-door policy, the accounting framework in China has 
experienced face-lifting changes. These changes were direct consequences of the 
responses of the accounting system to changes in the external environment. 
Throughout its long history accounting continually has reacted to，and indeed has 
been a product of, the environment in which it functions. As the economic 
environment changes and social-cultural developments take place, the society's need 
for accounting information changes and expands as well. In this sense accounting 
must change as environmental circumstances change. 
Responding to the tides of changes brought about by economic reform, 
accounting in the PRC has changed from a fund-based, planned-economy-oriented 
system to a modern, market-economy-oriented system. The underlying driving forces 
pushing through the changes are economic reform and the process of 
internationalization. The achievement of the change process cubninated in the 
issuance of 30 proposed new accounting standards. These new standards in many 
ways comply with International Accounting Standards (L\S) and they aim to replace 
all the previous standards and regulations. 
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Internationalization is the clear way ahead for accounting in China. Carrying 
deviationjustified by its socialist-market economy, Chinese accounting standards and 
practices in the coming years are all the likely to come closer and closer to IAS. 
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